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REPLY BRIEF 


Introductory Statemeni 


This brief is submitted by defendants-appellants in 
reply to the answering brief submitted by plaintiff-ap- 
pellee. 


POINT 1! 


The District Court lacked jurisdiction over the sub- 
ject matter of this litigation. 


We respectfully submit that in responding to appellants’ 
brief, the Seeurities and Exchange Coriunission has begwed 
the most crucial issue before this Court, to wit, whether 
the Federal Court has jurisdiction over the subject matter 
of this litigation. In so doing, the Securities and lex 
change Commission has endeavored to ignore the clear and 
unambiguous language contained in SEC vy. Wal. Mowey 
Corp. 828 U.S. 293, 301 (1946), where the Supreme Court 
stated that an investment contract involves “an invest- 
ment of money in a eommon enterprise with profits: to 
come solely from the efforts of others”. (Mrapliasis sup 


plied), 


Significantly, in defining what an investment contract is, 
the Supreme Court had before it the stat. Cand the 
legislative history. related thereto) as amended, upon 
which the Securities and Exchange Commission now relies 
for the purpose of imposing jurisdiction. 


lecognizing that the Supreme Court well knew. the 
“flexible” rather than the “statie’ principle desired to be 
furthered by the Congress of the United States at) the 
time of the passage of the legislation and at the time of 
the passage of the amendments thereto, we must all the 
more suppose that in defining an investment contract as 
it did, the Supreme Court did not intend to bring within 
the purview of the statutes those investments from which 
one does not exclusively or solely rely upon the efforts 
of others in his attempt to realize profits. 

The term “solely” has been construed to mean that 


which “leaves no leeway”. Helvering v. Southwest Consol, 
Corp., 315 U.S. 194, 198. 


Similacly, this Court has construed the word solely as 
that which means “exclusively and leaves no leeway”. 
Stockton Harbor Industries Co. v. CAR, 216 F.2d 688, 
645. 

This Court has also interpreted the word solely to mean 
“‘oexelusively’ and the ‘only one’ ™, OLS. ex rel. Wulf vy. 
Esperdy, (CA2, 1968) 227 F.2d 537, 538. 


The meaning of the word “solely” is clear and preeise; 
it does not mean substantially; it does not mean. signifi- 
vant; it means exactly as this Court and the Supreme 
Court have construed that word. Tt means only. 


In their zeal to correct apparent wrongdoing involving 
the sale of franchises, both the Fifth and the Ninth Cir- 
cuit Courts of Appeal have endeavored to extend the 
definition of the word “solely” as utilized by the United 
States Supreme Court, in Howey, supra, to include situa- 
tions where, in the opinion of those Courts, franchisees, 
while not relying solely upon the efforts of others, were 
relying substantially or significantly upon the efforts of 
others. 


We submit, however, that save for a zealous desire to 
correct an apparent wrong, there was no justification for 
either Cireuit Court to construe the Jlowey language other 
than as the Supreme Court had already @o fae] same. 
Indeed, remedial relief must, in light of the Supreme 
Court’s pronouncement, depend upon an aet of the Con- 
cress of the United States. In the interim, it is for the 
legislators of each State o correet that which it believes 
to be detrimental to the we'l-being of its citizenry. 


We do not here speak as the apologists for the commis- 
sion of wrongdoing: rather, we question the propricty of 
extending the jurisdictional limitations imposed upon the 
Federal Courts both by the Congress of the United States 
and the Supreme Court of the United States. 


Most recently, the United States Supreme Court once 
again reaffirmed the language of the Momwey, supra. deci 
sion holding that if a “purchaser is motivated by a desire 
to use or consume the item purchased”, the Federal Seeu 
rities Laws do not apply. United Housing Foundation v. 
Forman, 421 U.S, 887, VO SCL 2051 (197). 


In the case at bar, and as previously noted im appel 
lants’ main brief, each of the franchisees who had) pur- 
chased a franchise from Galaxy Foods intended to engage 
in an independent business operation: each intended: to 
sell and market food at retail to the eeneral publies each 
knew that he eould net carn any monies save throneh 
his own personal efforts in retailing the food, in hiring 
and maintaining a sales foree, in advertising amd in the 
creation of his own customer lists. None wad rstood that, 
having made his investment, he could sit baek and gain 
rewards merely through the ownership of a’ franchise. 
Each understood that the corporation could lose tones 
on its operation, though he, the franchisee, could: realize 
profit from his own sales: each understood the reverse 
to also be true. ta brief, no one believed that he held 
any form of equity interest in Galaxy Foods, Ine. 


If wrong has in fact been committed, the remedy lies 
not with the Federal Courts but with state and loeal 
authorities. 


POINT II 


Scienter ‘was required to be proven by the Securities 
and Exchange Commission before it was entitled to 
the relief granted by the lower Court. 


In Ernst & Ernst vy. Hochkfelder, 425 U.S. 185, 96 8. Ct. 
1375 (1976), a eivil damage proeeeding commenced by a 
private litigant, the Supreme Court, held that plaintiff had 
to plead and prove scienter before liability could be im- 
posed. 


The S.E.C., in relying upon SEC vy. Unirersal Major 
Industries Corp., CCH Fed. See, L. Rep. 195, S04 (CAQ, 
December 16, 1976) argues that scienter need not neces- 
sarily be proven before the imposition of liability and 
that it may, instead, demonstrate the existence of negli- 
gent conduct in order to establish liability. 


Obviously, the Commission fails to distinguish between a 
private litigant’s action for monetary damages and an 
S.E.C. enforeement proceeding wherein an injunction is 
sought arising out of the non-registiation of an acknowl- 
edged seeurity, as in Universal Major Industrics, supra. 
The instant action is, in essence, a private litigant’s case 
wherein the S.F.C. sought to recover monetary damages 
for the franchisees who had invested in franchises issued 
by Galaxy Foods, The S.E.C. stood in the shoes of a 
private litigant; and, to that end, the requirements of 
proving scienter are the same as they were in Ernst & 
Ernst v. Hochfelder, supra, Lest there by any doubt as 
to those individuals in whose behalf the S.E.C. initiated 
the proceeding, one need only examine the plaintiff's eom- 
plaint wherein the S.E.C. specifically announced that. it 
sought disgorgement for and on behalf of the “investors”. 


(p. 20a). 
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The law does not intend that the Commission should be 
accorded a .esser need for the submission of proof in a 
disgorgement proceeding than would be required of a pri- 
vate litigant. See Bromberg, Securities Lave: Fraud, 
$10.2(2) (1975). 


CONCLUSION 


Accordingly, and for the foregoing reasons, the 
judgment of the District Court should be, in all re- 
spects, reversed and judgment for defendants-appel- 
lants should be directed and entered. 


Respectfully submitted, 


Gowen, Goren & Hieeressrris, PC. 
Attorneys for Defendants Appellants 
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